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TAX DOLLARS—SPENDING OR SAVING?
By LORAINE EALAND, CPA, Los Angeles Chapter A.S.W.A.

was paid to him for royalties and therefore
no withholding tax was deducted.
The net result of this was a very simple
tax return computed as follows:
Gross income from
salaries
$50,000.00
Gross income from
royalties
30,000
Less agent’s fee
on royalties
3,000
27,000.00

The young man, sitting at his account
ant’s desk on April 14th, did not appear to
be the successful young television star that
his audience idolized. Nor did he display
the easy air of extravagance so well known
to the proprietors of his favorite night
spots. Instead, an unhappy, bewildered, and
financially embarrassed youth sat facing
the business counselor who had just fin
ished explaining certain facts of life that
a new generation of citizens must learn to
understand.
John Idol had made his first mistake by
hitting his wave of popularity about eigh
teen months prior to his first visit with an
accountant. He had blissfully assumed that
all the new and wonderful dollars flowing
into his bank account were his to spend.
His philosophy of share-the-wealth had
gladdened the hearts of tailors, jewelers,
florists, restauranteurs, and the landlord of
an exclusive apartment hotel. He was warm
hearted, generous, and popular. He was also
about to go into debt some several thousand
dollars in order to square his accounts with
his new partner and Director, better known
as the Internal Revenue Bureau.
What circumstances had brought our
friend to such an unfortunate state of af
fairs? What could he have done to prevent
its happening? What should he do in the
future to provide some measure of security
for himself financially?
The accountant was friendly and under
standing, but it took many hours of conver
sation to learn the background of his new
client before he could begin to help him out
of his difficulties.
The young star had been married at an
early age, had one child, and then divorced
before he had reached any measure of suc
cess in his profession. At the time of the
divorce he had made a small property settle
ment with his wife, and agreed to pay
$100.00 a month on court order for the sup
port of his child. It had been an amicable
separation, and upon reaching greater
earning power, he had voluntarily paid his
former wife $4,800.00 a year additional for
her support.
During the preceding calendar year he
had gross earnings of $80,000.00. Of this
amount $50,000.00 had been in the form of
salary received from studios, but $30,000.00

Standard deduction

77,000.00
1,000.00

76,000.00
Exemptions—taxpayer and
dependent child
1,200.00

Taxable income
Income tax due

$74,800.00
$46,008.00

Against this tax the office of the Director of
Internal Revenue showed a credit of
$8,880.00 which had been withheld from
salary, leaving a deficiency of $37,128.00.
Since it indicated a certain amount of suc
cess, John Idol had made it a practice to cash
checks for $500.00 at a time, and then pro
duce payment with currency in large de
nominations. The effect was always gratify
ing but it left absolutely no records for the
accountant in determining what might pos
sibly have been ordinary and necessary
business expense.
Whether dinner tabs had been picked up
for television officials with contracts in
their pockets, or simply for entertaining his
current girl-about-town was anyone’s guess.
The money had been spent but where and
for what was a mystery that neither his ac
countant, his attorney, nor his agent could
have solved.
With these facts as a starting point, the
accountant began a long discussion with
his client. First and most important he
covered the savings that could be effected
immediately. After that, he touched upon
the future planning which could result in
savings over a period of years.
The most serious point involved was the
large deficiency for the preceding year.
Since his success had come so recently, the
royalties had first begun in the preceding
year and John Idol did not realize that in8

come tax on this outside income should have only partially reimbursed, the out-ofbeen paid quarterly. Nor did he realize that pocket expense would be deductible from
such a large salary would also make him gross income. Other expenses such as gifts,
entertainment, telephone, special clothing,
liable for filing a declaration of estimated dues, etc. would be deductible as itemized
income tax. The television studio had been deductions whenever they met the test of
deducting 18% over the first $1,000.00 per being ordinary and necessary.
month whereas the actual tax bracket of
The problem of burden of proof then be
this taxpayer was much higher. Taking came important. Cancelled checks payable
both of these items into consideration, a to cash are not sufficient evidence to support
declaration was prepared so that 70% of travel or entertainment. Hotel bills which
the difference between the amount of tax substantiate the time spent away from
withheld from salary and the total tax due home, daily records of people entertained
for the year could be paid in four equal in and the business reason for such occasions,
stallments. By reviewing the income of his all help to substantiate such claims. Checks
client every quarter, the accountant could should be made out for specific plane tickets,
then enable him to amend the declaration train fares, or any other deductible item
whenever necessary and avoid the shock of connected with a business or profession. It
unexpected tax liability and penalties in was explained very carefully by the ac
curred for failure to pay estimated income countant that, though it is pleasant to pro
tax.
duce one hundred dollar bills to pay for
The next point considered was the ques entertaining the producer of a television
tion of child support and voluntary pay show, the cold facts must be faced that such
ments to the former wife. The lump sum deductions may not be allowed by the In
settlement made at the time of the divorce ternal Revenue Bureau unless something
could not be taken as an alimony deduction. can be done to substantiate the claim. It
Inasmuch as the $4,800.00 additional had should be possible to prove that the evening
been paid voluntarily and without court was spent for business purposes, and that
order specifying it as alimony, no deduction such entertainment was necessary.
could be allowed for this either. By appeal
After a method had been set up for keep
ing to the court to issue an amendment to
ing
records, the accountant then turned to
the original decree, stating that a certain
portion of the additional payments consti the problem of future planning. Inasmuch
tuted alimony, that portion could then be as his client lived in a state that required
come a deduction to the taxpayer and in a state income tax with a fairly high tax
come to the former wife. This would pre rate, this item alone would mean that the
sent certain personal considerations on the itemized deductions should be used rather
part of his client, and the accountant could than the standard deduction. Proceeding
only reveal this information to him, and from this theory all possible deductions
then let him decide whether or not the tax should be considered as a tax saving.
saving would be worth the other factors
The question of living expenses presented
involved.
an interesting problem. The rental which
The question of ordinary and necessary Mr. Idol was paying for his apartment
business expenses presented many compli amounted to $6,000.00 a year. If, however,
cations. Since the income from royalties this amount of money were put into pay
constituted a business, certain expenses ments on a home, there would be some sav
were definitely allocable to this type of in ings each month from that portion of the
come. The agent’s fee, the travel cost in payment applied to principal, and a tax de
curred to make personal appearances pro duction for the taxes and interest. For ex
moting a new record, the costs of rehearsal, ample, if the taxes and interest amounted
and many other items were all deductible to $3,000.00, in Mr. Idol’s tax bracket, this
providing proof could be given of such ex would mean a savings in income tax of
$2,430.00. The balance of $3,000.00 would
pense.
At the same time certain expenses con be spent in building an equity in a capital
nected with employment by the television asset, rather than being spent as rental
studio were deductible either directly from with no saving accomplished.
It was also explained that after a few
salary or as itemized deductions used in
lieu of the standard deduction. If expenses years, if the property had increased in val
of travel while away from home on trips ue, and was still being used as a home, it
for the studio were either not reimbursed or
(Continued on page 18)
9

TAX NEWS
By LOUISE A. SALLMANN, C.P.A., Oakland, California

Capital Gain v. Ordinary Income—This
controversy, by its tax-variance nature,
has been and shall ever be one of the issues
most frequently brought to the Tax Courts.
In Nehring v. Commissioner, T. C. Memo
1957-51, a decision was rendered in favor
of the taxpayer; unique in that the income
was produced by the sale of materials nor
mally classified as inventory. Nehring was a
stockholder and officer of a corporation
which manufactured insulated wire pri
marily for the use of public utilities. As a
sole proprietor, however he engaged in ex
perimenting with plastics as insulating ma
terial for television wire. Because of the
short supply of equivalent wire, he sold
the usable portion of his experimental prod
uct and applied the proceeds as a reduction
of experimental costs.
In October of 1950, the taxpayer believed
that the Korean war situation would create
a short supply of television lead-in wire. He,
therefore, invested in a large amount of this
type of wire with the thought of holding it
for a considerable period of time against an
anticipated appreciation in the price. By
November, 1950, however, the war situa
tion had so changed that he feared he had
made a mistake and decided to dispose of the
wire. He sold the wire in the same condition

as he had purchased it to 11 different vend
ees most of which were already customers
of his sole-proprietorship or the corpora
tion which employed him. Little sales effort
was required because of the prevailing sell
ers’ market. The court ruled that the gain
realized by the taxpayer on the sale of the
wire was short term capital gain from the
sale of a capital asset—not ordinary income.
From the facts related above any account
ant would come to the conclusion that the
Tax Court had “gone off its rocker”. How
ever, the intention of the taxpayer was to
purchase this material for speculative in
vestment and he had sufficient foresight to
establish proof of such intention.
The purchased television wire was phys
ically segregated by the taxpayer from the
experimental wire; separate records were
kept of its purchases and sales; and a spe
cial bank account was opened for the tele
vision wire transactions. The taxpayer’s ac
tivities in liquidating his investment, the
limited number of sales in the short time of
5½ weeks, were not such as to convert the
wire into property held primarily for sale
to customers in the ordinary course of his
business.
“To be or not to be” is not always the
question!

(Continued from page 9)
could be sold and if a better home was pur
chased within one year, the tax on the gain
realized from the sale of the first home
would be postponed. In this way, Mr. Idol
could progress from a moderately expensive
home, to a slightly better one every few
years, and still postpone paying tax on the
gain realized each time he sold. Of course,
there is always the possibility that values
might go down, and in that case, the loss
would not be deductible if the property had
been used for a private residence. Or if the
home should be sold, and the proceeds not
used to purchase another within one year
(or to build within eighteen months), the
tax would have to be paid on the gain real
ized from the sale of the first residence.
In view of the very high tax bracket of
his client, the accountant also mentioned the
many long-range plans that could be inves
tigated. Some money should be invested in
assets that would produce either wholly or

partially tax-free income such as municipal
bonds and oil royalties subject to 27%%
depletion. Thought should be given to
fringe benefits on employment, deferred
compensation through retirement benefits
or contracts, and the use of the corporate
structure.
The planning could not be done in a few
hours, and even more important, the think
ing of the taxpayer had to be developed
along the lines of saving rather than spend
ing. Recognition of the fact that gross in
come does not mean cash in hand to the
recipient is the first step. That portion
which belongs to the Internal Revenue Bu
reau is held only as one would hold money
in trust. It must be fully reported and the
proper amount remitted. To pay out a por
tion that rightfully belongs to the man who
earned it is foolish spending, but to account
wisely and well for both partners is the
basis of sound economy, both for the gov
ernment and the individual.
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